ABSTRACT
INTRODUCTION
eveloping countries have been engaging in financial reforms for the past two decades now. The purpose of this study is to look at the empirical relationship between financial development and economic development from a developing country perspective, while controlling for financial repression and geographical proximity. It must be noted that the relationship between financial development and growth is by no means widely accepted. Robert Lucas (1988) has suggested that the link has been "badly overstressed". Stern (1989) writes a review of development economics, but does not mention the financial system. However, financial reforms in most developing countries are part and parcel of a move towards establishing economies that are more heavily private sector led. This paper then attempts to highlight the relationship, if one exists, but purely from a developing country perspective. To this end, the effect of financial development on growth is tested while controlling for financial repression, and geographical proximity.
THEORY
The literature in this area is vast. The seminal work in the area was by Goldsmith (1969) . In his paper, he measured the level of financial development by comparing the value of financial intermediaries" assets to gross national product. The key assumption here was that the size of the financial system has a positive correlation with the level of financial services provided. This study was carried out on 35 countries with pre-1964 data, and also did not control for other factors influencing economic growth. Goldsmith was able to find evidence that, as countries develop, the size of their banking sectors tend to become larger relative to national output. Overall, this study did What impact does the financial system theoretically have on an economy? To understand this link, one must first understand the functions that a financial system performs. Levine (1997) has listed five functions that a financial system performs. These are to enhance the mobilization of savings, the allocation of resources, portfolio diversification, the supervision of managers, and the facilitation of the exchange of goods and services. There are then two channels through which each of these financial functions can affect economic growth -the capital accumulation channel and the technological innovation channel. A financial system will alter the rate of capital accumulation by affecting the rate of savings, or by reallocating savings among new and different capital producing technologies. The financial system will also affect the rate of technological innovation and thus affect the steady state level of growth in an economy. It is expected that from a developing country perspective, development of a financial system will affect savings mobilization initially. The logic of this idea is as follows: developing countries rely on the banking system. As the financial system develops, the banking system is able to provide varied instruments that allow the mobilization of savings in new ways. Savers are then able to take advantage of better financial instruments that provide them with a better risk-return trade-off. Ultimately financial development means that savers can hold better portfolios.
But as Levine (1997) points out, financial development is also expected to affect economic growth through savings mobilization in another way. Producers in an economy that is financially under-developed do not have access to multiple investors. There exists an informational asymmetry. Thus they produce at a scale that is economically inefficient. A developed financial system provides a better opportunity for the efficient exchange of resources between savers and firms. Firms can thus expand, and increase their production. As they produce at a larger economic scale, they also become more efficient and productivity is improved, raising the rate of economic growth. As Levine (1997) puts it, financial development can "profoundly affect economic development".
Given that development of the financial sector is expected to positively impact economic growth, there are factors that are often present in developing countries that can hinder the development of the finance sector. Governments may place regulations on the financial sector in the form of price distortions and restrictions in order to maintain the financial sector as a source of public finance. Examples of restrictions that often exist in developing countries are subsidized or directed credit, credit rationing, collusive contracts between public firms and banks, and caps on interest rates (Creane, et al, 2003) . These kinds of distortions in a free financial sector are commonly referred to as "financial repression". It is easy to see how financial repression would limit the functioning of the financial system and thus possibly affect investment and economic growth negatively.
Giovanni and de Melo (1993) have defined financial repression as a combination of controls on international capital flows and restrictions on domestic interest rates. Typically researchers consider financial repression to be the product of artificially set interest rates that causes real interest rates to fall well below the rates of inflation. Traditionally, domestic real interest rates (henceforth referred to as RI) are used in the literature as a measure of financial repression. Government revenue is then calculated as differential between the foreign and domestic interest rates multiplied by the amount of government debt. Giovanni and de Melo (1993) find that the revenue that governments make from financial repression is substantial and in some cases is even comparable to the revenue from seigniorage. It is important to note that in the absence of international financial controls, most cases of domestic controls on interest rates could be bypassed with foreign borrowing and lending. However, controls on domestic interest rates are often coupled with restrictions on international borrowing and lending and this leads to a compromised financial system.
The literature on the finance-growth relationship has utilized both the cross-sectional approach and the time series approach. Using a cross-sectional approach requires the averaging out of data over long time periods and then using the data in cross-sectional regressions that are aimed at explaining the cross-country variations in growth rates. These sorts of studies are then able to gauge the average effect of variables that affect economic growth rates. Apart from the seminal King and Levine (1993) paper, there are other studies by Gelb (1989), Roubini and Sala-i-Martin (1992), and Fry (1996) that all use a cross-sectional approach. However, cross-sectional studies have their fair share of critics. The users of this technique have themselves pointed out shortcomings with this approach. Evans (1995) refers to the econometric issues that arise with heterogeneous slope coefficients across countries. The classic paper in the finance-growth literature is the King and Levine (1993) paper -the study covers the 1960-89 period and focuses on 77 countries. The authors use various proxies for financial development, which are mostly monetary depth measures, and three growth variables (average growth rate of real GDP per capita, average growth rate of capital stock per capita, and a measure of total factor productivity). Levine"s paper utilizes cross-country data, and Levine himself alludes to the problems with using this kind of data. There is the difficulty in establishing causality in cross-country data sets, and also the problem of average effects of financial development.
Time series studies have not, however, clarified the relationship between finance and growth. De Gregorio and Guidotti (1995) who discuss the pros and cons of various financial development proxies, have actually found a negative relationship between finance and growth. Recent studies have begun to use panel data techniques to examine the issue. Beck and Levine (2004) look at financial development through banks and also through the stock market. They find that stock market liquidity -this is the ratio of the total value of shares traded to market capitalization -is positively related to growth. Pesaran and Smith (1995) have suggested that panel data techniques with averaged data may still suffer from econometric problems. Past studies have sometimes averaged data over a few years to remove business-cycle influences. This may cause the loss of information on long-run relationships. It has been suggested (Demetriades and Andrianova, 2003) that increasing data samples to forty or fifty years would make evidence from time-series utilizing techniques more conclusive, especially if the data is available in quarterly frequencies. It must be recognized, however, that in studies that involve many countries, the lack of data availability is always an important consideration. Developed countries usually have better data availability when compared to developing countriessince this is a developing country study; data restrictions are of prime concern.
PROXIES OF FINANCIAL DEVELOPMENT
Chen and Fische (1993) have discussed a theoretical reasoning that suggests that currency outside the banking system may be a good inverse proxy for financial development in developing countries. They note that deposit insurance schemes do not have a very important role in developing countries which have less diversified economic bases. Depositors thus tend to shy away from the banking system. The result is that alternate informal arrangements such as savings clubs and rotating credit associations become more important in bridging the gap between the borrower and the lender. This argument provides a further theoretical basis for the choice of currency outside the banking system as an inverse proxy for financial development. The more developed a financial system, the greater the role that deposit insurance plays in the banking system, and thus the greater the amount of money within the banking system.
Moreover, real interest rates in developing countries are on average, negative. This in essence has been a characteristic of many developing countries as financially repressed economies. Standard money demand models such as the Baumol-Tobin approach indicate that money holdings are inversely related to real interest rates. Therefore if real interest rates are negative, this would indicate a low level of deposits. Financial repression, which is indicative of low financial development, is then characterized by a low ratio of deposits. Thus private sector funds are not in the banking system but outside of it. The higher the level of currency outside the banking system © 2012 The Clute Institute (given a financially repressed economy), the lower the level of financial development, and the more restricted the access to those funds by investment projects. This compromises the link between investment and economic growth. Thus a high ratio of currency outside the banking system should be negatively related to economic growth.
The logic behind using currency outside the banking system relative to real output as a proxy for financial development is as follows: as a country begins to develop its financial sector, the banking system develops first as an initial bridge between savers and borrowers. If there is a large amount of money outside the banking system, this would indicate that the banking sector is compromised (perhaps through financial repression) and savers do not have access to varied instruments through the banking sector. Thus a large amount of money outside the banking sector would seem to be an indicator of a lower level of financial development. Most developing countries began the process of financial development within the last three decades. More evolved methods of linkage between savers and borrowers such as mutual funds or stock markets are relatively recent introductions into these countries.
At an intermediate level of financial sector development, CB may actually fall as savers explore increased options within the banking sector and firms flock to the banks for their financing needs. However, as the level of financial sector development increases further, CB (and also deposits within the banking sector) may actually rise again as the development of institutions such as mutual funds and stock markets develop. This is a proxy that can reflect the development of a financial sector given the removal of the elements of financial repression. In countries in the initial stages of financial sector liberalization, the ratio is expected to be high, and negatively related to growth. As countries reach the intermediate stage, the ratio is expected to fall, and then as countries reach the more advanced stages of financial sector development, the ratio is expected to rise again. It must be noted of course, that financial sector development here is relative since the sample consists entirely of developing countries. In the intermediate and higher growth countries, CB is expected to become positively related to growth. Overall CB essentially fulfills the requirements of being a measure of financial development that can capture the degree of financial development in all its changing aspects. The use of CB as a ratio of financial development begs the use of the opposite of CB -deposits within the banking sector over GDP (henceforth referred to as DGDP) as another proxy. The results are expected to indicate the opposite relationship (when compared with CB) -a positive relationship with economic growth.
Monetary depth measures have been used several times in past studies as representative of the formal size of the financial sector in an economy. Goldsmith (1969) discussed the nature of the financial sector in developing countries. Firms in developing countries resort to greater levels of self-finance than firms in developed countries. When financial instruments are issued by firms, they are primarily procured by financial institutions rather than private savers. There are few large "organized" markets for the trade of securities such as bonds, mortgages, and stocks, mostly because such markets require economies of scale that are generally not present in developing countries. There is thus limited direct contact between the savers and the borrowers and instead indirect interaction through the monetary mechanism, which is the lifeline of the financial sector. It therefore becomes reasonable to develop theoretical models where money (defined to include all deposits in the banking sector, as well as currency) is the only financial asset available to savers. (McKinnon, 1973) Uncertainties regarding risk and return are acute in developing countries and money becomes the asset that is most risk-free and default-free for short-term transactions. Since lenders do not have access to sophisticated methods of risk-analysis (available in developed countries), financial instruments other than money cannot be well marketed. Hence money becomes the choice instrument of private capital. (McKinnon, 1973) 
METHODOLOGY
Three proxies of financial development are used in this paper -CB, DGDP, and M -the choice of these measures is based on what makes logical and theoretical sense from a developing country perspective. Lack of continuous data series for developing countries limits the sample size to 32 countries. 1995 is the base year for the consumer price index data for all thirty-two countries. Raw data is transformed into the required variables of interest as follows: economic growth is calculated as the percentage change in GDP per capita; inflation is calculated as the percentage change in the consumer price index. Real interest rates are calculated using the Fisher Identity, and are the difference between the nominal rate of return on 3-6 month deposits at banks and the inflation rate.
Currency outside the banking system (CB) is calculated as the ratio of currency outside domestic banks to nominal GDP. Banking sector deposits (DGDP) is calculated as the ratio of total deposits (including checking, time and savings deposits) in the banking sector to nominal GDP. Monetary depth (M) is the ratio of broad money (M2) to nominal GDP. All the data is procured from the World Bank"s World Development Indicators, and the IMF"s International Financial Statistics.
For the purposes of this study, M provides the standard against which other proxies are tested. Greater broad money or narrow money depth indicates greater financial deepening, and a greater size of the formal financial sector, and thus represents greater financial development. As mentioned though, these measures are prone to criticism; hence the search for more theoretically sound proxies is a worthwhile cause. This paper proposes a new measure for financial repression that actually combines both two proxies of financial development -CB and DGDP, and creates a new variable called FR (CB/DGDP). It is proposed that the ratio of currency outside banks to currency inside banks can best proxy for financial repression. If this ratio is low, then it could reflect a banking sector where savings and lending are allotted according to market forces. This ratio would be low only if there was a marked absence of real interest rate ceilings and directed lending. This proxy is especially important for countries where there is considerable government interference in the banking sector, that is, in less liberalized countries. For example, most of the Sub-Saharan African countries still have banking sectors that are less developed than those of Asian countries, and where government still have interest rate ceilings in place. In South East Asian countries, in comparison, where financial sector liberalization has been underway for almost two decades, financial repression is less of an issue. In Table 1 above, CB is the ratio of currency outside the banking system to GDP, M is the ratio of M2 to GDP, DGDP is the ratio of banking sector deposits to GDP, RINT is the real interest rate (calculated as per the Fisher Identity), and FR is CB/DGDP. Table 1 above clearly supports the hypothesis that the CB ratios display a Ushaped characteristic in relation to the level of financial sector development. In the African and South East Asian group of countries, the CB values are consistently higher than those in the Latin American group. © 2012 The Clute Institute The above descriptive statistics in Table 2 reveal some interesting facts about the relationship between financial development and financial repression. When the descriptive statistics are calculated by region, it is evident that the overall sample statistics conceal significant differences between the regions. The overall sample is heavily weighted towards the African countries, which are greater in number in the sample than the countries from the two other regions. The African sample is close to the average CB value for the full sample. South East Asia on the other hand, has a higher CB ratio than the full sample average. This is not surprising because the average South East Asian country is more financially liberalized (in terms of the availability of non-bank financial instruments and a longer existence of fully functioning stock markets) than the countries in, for example, the African sample. For the full period 1970-2002, the CB values again display the U-shaped behavior that was displayed in Table 1 .
Within the banking sector, South East Asian countries also have higher ratios of DGDP reflecting not only a greater degree of economic growth (thus a greater savings ratio), but also a greater degree of saver faith and financial return in the banking sector due to less financial repression. The overall sample"s statistics indicate that, on average, the African group of countries is financially repressed (reflected by negative RI). As the analysis proceeds to the Latin American and South East Asian groups of countries, the RI values on average become positive.
The new FR variable highlights the degree of financial repression even more starkly. The degree of financial repression (as measured by FR) in the African sample is more than twice that of both the Latin American and the South East Asian sample. This indicates that a very high degree of money is outside the banking sector in the African sample. In these countries, that have a lesser degree of financial development, the non-bank financial sector is rather under-developed and there are not many alternative instruments such as mutual funds or longstanding and fully functioning stock markets. Thus savers shy away from the banking sector, not only due to low economic growth (which causes a low savings rate), but also due to depressed real interest rates (as evidenced by the average negative real interest rates in the African sample). Overall then, the FR values behave as expected and on average, fall as finance become more liberalized.
It is interesting to consider the relationship between the proxies themselves, and also with investment. This relationship is not a priori clear-cut. CB could be expected to be inversely correlated with DGDP, since the higher the level of currency outside the banking sector, the lower the level of currency inside the banking sector. However, in a case where an economy is highly developed, a high level of CB could go hand in hand with an increased level of DGDP because both bank and non-bank sectors offer a multitude of options for savers. CB is expected to be positively correlated with M, because CB is in effect part of M. The proxies are expected to be positively correlated with investment due to the capital accumulation theory. Table 3 shows the averaged cross-sectional correlations between financial development and investment for the entire sample period T. As expected all the proxies are positively correlated with INV; DGDP shows the strongest correlation due to the fact that investment directly depends on the amount of deposits available for investors to borrow. The correlation between CB and DGDP is positive, possibly reflecting a greater weight from those economies further along the development spectrum. It must be noted though that since if money growth is positive, then both CB and DGDP are expected to display positive growth as well, and the positive correlation may be displaying the growth of both measures. 
THE MODEL
Using OLS on pool data has been shown in the literature to be a good way to get first pass point estimates. Several econometric analyses, for example those by Phillips and Moon (1999) and Pedroni (2000) have shown that OLS estimators are consistent with pool data. As N (the number of cross-sectional units) increases, however, the residual asymptotic bias increases.
The standard approach in the literature is to use a panel regression of the form:
X represents the growth of per capita real GDP (this factor could also be a measure of the total factor productivity growth) in country i at time t. The set of FD contains variables that represent financial development. This set comprises of CB, DGDP and M.
Z is a vector of conditioning variables, and usually includes other factors that theoretically affect economic growth. One of the factors in the set of Z may be the log of initial real GDP per capita. This factor measures the convergence effect. The literature has included such variables as the log of initial higher education enrollment as a measure of human capital, and the population growth rate. Other factors that are sometimes included here include the inflation rate, an export and import to real GDP ratio factor (to measure openness), etc. In the case of this paper, the set of Z is restricted to first four and then five variables -the log of initial lagged GDP per capita, GDP(-1), the degree of openness of the economy, OPEN, a measure of inflation, INF, a measure of real interest rates, RI, and a dummy variable for excess money growth, DM. GDP(-1) measures the convergence effect over time. OPEN (measured as the sum of foreign direct investment (FDI) and total credit from foreign sources 1 ) indicates that the more open an economy, the greater the degree of economic development is expected to be, because the greater the potential for technology transfer and technology mimicry. As mentioned earlier, decreased openness is consistent with financial repression whereby domestic agents are restricted from foreign borrowing and lending. A greater degree of openness is therefore indicative of a lesser degree of financial repression. INF is the percentage change in the annual GDP deflator, and DM is set to capture excess money growth of over 10% per annum.
A priori, the null hypothesis is for  (the coefficient on financial development) is expected to differ depending on the proxy being used for financial development. When FD is restricted to CB, the null hypothesis for the overall sample is that  will be negatively and significantly related to growth (following the Chen-Fische  is expected to be for the different geographical regions follows shortly.) When the FD vector is restricted to include M alone, the coefficient on  is expected to be positive for the overall sample and all sub-samples (following the implications of the King and Levine papers). Finally, when the FD vector is restricted to include DGDP alone, the coefficient on  is expected to be positive for the overall sample and all subs-samples.
In this paper, the basic methodology is transformed to include a financial repression variable, and a set of financial development variables as well as the vector of Z variables. Equation (1) is then transformed to equation (2) below.
A priori, in equation 2 above, the  variable is expected to differ in value depending on the sample being tested (the null hypotheses for  for the sub-samples are discussed shortly). For the overall sample, the coefficient on  is expected to be negative and significant following the theoretical implications described in section 3A. The null hypotheses for  are as described for equation 1.
Several regression results are presented. First a broad regression (equation 1) for the entire sample period is examined to test for the overall relationship between finance and growth; financial repression is measured by RI. Thereafter, the regression is re-run for different geographical regions -Africa, Latin America and South-East Asia for the full sample period. Equation 2, where FD is measured by M and financial repression is measured by FR is then run on the broad sample and all the sub-samples.
For robustness purposes, a dummy variable is created for excess money growth (above 10% per year) in all the thirty-three countries. The sample is thus split again to test the broad regression (including the dummy for money growth) for the different geographical areas. The regional grouping also serves to split countries according to according to whether they classify as "financially repressed" or "financially liberalized". This classification based on real interest rates is due to Pill and Pradhan (1997) . On average the African countries exhibit the greatest degree of financial repression. Table 4 (Appendix) presents the results of eight regressions on the entire sample period, 1970-2002, for the different groups of developing countries, with and without the DM variable. The proxy of choice in table 2 is the CB variable. The null hypothesis in regression 1 is that CB will be negatively related to growth. When the regression is run for all 32 countries (equation 1), the ratio of currency outside the banking system to GDP is significantly negative. The null hypothesis is accepted. Theory suggests (as discussed earlier) that this is indicative of a poorly developed financial system, which then translates into a poor link between savers and borrowers, and thus decreased efficiency in the savings-investment link, leading to lower real output.
RESULTS
However, as discussed earlier, overall results are not indicative of differences in the different geographical regions. Therefore the regression is then performed for the different country groupings. The statistical behavior of the CB ratio (as shown earlier) is that it displays a U-shape. The coefficient on CB is significant and negatively related to growth in equation 2, the sample of African countries, (as expected), again reflecting the poor state of financial sector development in these countries. The null hypothesis is again accepted here. In the Latin American regression (equation 3), the variable is not significant, although it is a negative coefficient. The null hypothesis thus cannot be accepted in the Latin American sample. South-East Asia (equation 4) has higher growth rates than the rest of the developing countries in this sample, and thus it is not surprising that the ratio is significantly (at the 5% level) positively related to growth in this region (reflecting the right hand end of the U). The South-East Asian countries have financial systems that are better developed and offer a more diverse array of financial instruments outside the banking sector to savers, and firms. The null hypothesis in equation 4 is that CB will be significantly positively related to growth, and the results for equation 4 shows that CB is indeed positively and significantly related to growth here and thus the null hypothesis is accepted here. Overall, the results indicate that the CB proxy does indeed fulfill the function of a measure of financial development that can capture the changing nature of the financial sector as a result of liberalization.
With reference to the RI variable, it is expected that only in the countries that are financially repressed will the variable turn out to be significantly related to growth. The null hypothesis then states that RI will be negatively related to growth in the African sample only. As expected, only in African countries is the financial repression variable (RI) shown to negatively impact growth. The coefficient on this variable is negative and significant in this sample of countries. African countries have long experienced financial repression, which usually has been part of political repression, and it is only recently that some African countries have begun the process of liberalization of finance and trade. This finding echoes previous findings in the literature that indicate the excessive regulations and distortions in the financial market negatively impact the savings-investment link and thus negatively impact growth.
When the regressions are run with the dummy variable for excessive money growth included (Table 4 - equation 1b, 2b, 3b and 4b) , the results show that excessive money growth negatively affects economic growth (without entering into the well-known and ongoing discussion about the causality between money and output). Indeed, the DM variable shows a significantly negative coefficient for all the samples (it is very close to the significance level for the South-East Asian countries), except for Latin America. In the Latin American sample, surprisingly, it very clearly shows a positive relationship. In Latin America, excess money growth seems to positively affect output. Further discussion on the effects of money growth on output differences is left for another study as the discussion best fits the money-output literature.
Theory predicts that the larger the monetary depth measure, the larger the size of the formal financial system, and thus the higher the rate of economic growth. Since M2 contains more developed savings instruments such as money market mutual funds and time deposits, it would indicate that there are other options for savers besides the basic checking and savings deposits. Mutual funds and time deposits may be offered by institutions other than the banking system and thus a high monetary depth ratio may exist simultaneously with a high currency outside the banking system ratio. Table 5 (Appendix) shows the results of the regression with the variable in the FD vector being M representing the size of the financial sector. When the regression is run for all countries in the sample together, the results indicate a strongly significant positive relationship between M and growth. The null hypothesis that M will strongly positively impact growth is accepted here. The results are less clear, however, when the region-specific results are analyzed. In the African group, the coefficient is both positive and insignificant, indicating that financial depth is not important in explaining growth. In the Latin American and South East Asian groups, the coefficient is negative in sign, but insignificant. In equations 2, 3 and 4 therefore, the null hypothesis that the formal size of the financial sector positively affects growth cannot be accepted. Table 5 (Appendix) also displays the results for the same regression discussed above, but with the dummy for money growth included (equations 1b, 2b, 3b, and 4b). The results are robust to the inclusion of the dummymoney does not seem to significantly relate to growth in all sub-sets of the samples. The results mirror those of Table 4 , in that excessive money growth is shown to negatively impact economic growth in all the samples, except the Latin American group. The Latin American countries thus present something of a paradox -monetary depth seems to negatively affect growth, although the effect is very small, while excess money growth positively affects growth.
In Table 6 (Appendix), the basic model"s FD vector in restricted to include the third proxy for financial development, DGDP. Theory suggests that DGDP should have a positive correlation with growth. The null hypothesis is then that DGDP will positively impact growth in the overall sample and all sub-samples. The overall regression presents a very strong positive correlation between DGDP and growth (the null is accepted here). On closer observation with the region-specific regressions, it becomes evident that this relationship is not uniform across all regional groupings. The relationship is strongly positive in the African group of countries, although the significance is lost when the dummy for excessive money growth is included. The savings-investment link is a more developed one in South East Asia and so the coefficient presents the expected positive value.
In the Latin American group of countries, the proxy displays an insignificant negative relationship. The null hypothesis is very significantly rejected here. A possible explanation could be related to the politico-economic and currency fluctuations within Latin America that has led to a preference for non-local currency based assets outside the banking sector (DeGregorio and Guidotti (1995) refer to the "extreme experiments of financial liberalization" in Latin America during the 1970s and 1980s, which then subsequently caused economic collapses). © 2012 The Clute Institute Regardless of the proxy for financial development being used, the dummy variable for excessive money growth consistently reflects a negative relationship between excess money growth and economic growth, except in Latin America. The Latin American group of countries therefore continues to display results that are diametrically opposite to those in the other regional splits. Table 7 (Appendix) presents the results for the innovative approach where FR measures financial repression (as opposed to a more traditional measure where real interest rates proxy for financial repression). The FR variable is run simultaneously with the monetary depth variable M, which is used as a standard measure of the size of the formal financial sector. Recalling earlier findings, the FR ratio progressively decreased with financial liberalization. The null hypothesis for equations 1, 1b, 2 and 2b is that FR will be significantly and negatively related to growth.
The results strongly support the use of FR as a measure of financial repression, and justify the importance of controlling for financial repression as well as financial development when looking at the effect of finance on growth. FR turns out to be strongly negative in the overall regression, and moreover it is also strongly negative in the African sample of countries, which is more financially repressed than the other groups. The results are also robust to the inclusion of the dummy variable for excess money growth. In equations 3, 3b, 4, and 4b the null hypothesis changes and it is expected that FR will be positively and significantly related to growth. However, the evidence for this null hypothesis is not strong. In both the other two groups of countries, as expected (because they are more financially liberalized than Africa), the coefficient turns out to have a positive (albeit insignificant) relationship with growth. In this group of counties, there are better-developed savings channels outside the banking sector, and so the ratio of CB to DGDP would be lower. This is then consistent with the results from the regression analysis.
CONCLUSION
The relationship between finance and growth while theoretically sound is not unanimously agreed upon empirically. This paper looked at the relationship between financial development and growth while controlling for financial repression and geographical proximity. Currency outside the banking system relative to GDP (CB), broad money relative to GDP (M), and deposits within the banking sector relative to GDP (DGDP) are used as proxies for financial development. CB is a unique proxy in that it explains, to some extent, why there are so many different findings in the literature regarding the relationship between financial development and growth. These findings are very sensitive to the choice of proxy. The standard monetary depth measures may not be adequate in examining this relationship, because seigniorage can cause monetary depth to increase, falsely indicating financial sector development. It is also evident that monetary depth measures can increase in spite of the existence of financial repression, which indicates a paradoxical state of existence for an economy. CB reflects the development of the financial sector given the knowledge of the liberalization of the financial sector and the degree of financial repression. The results show that CB is related negatively to growth in the less liberalized developing countries and positively in the more liberalized developing countries.
Past studies have attempted to class countries on income levels, but the results in this paper indicate that even within developing countries, geographical (as well as socio-economic) proximity seems to be a factor in whether the relationship between financial development and growth differ. This finding has a very important implication in terms of development strategy. If countries that are close together are financially repressed, financial liberalization may not work to promote growth if the surrounding countries (especially the trading partners) are not financially liberalized as well. For example, land-locked countries rely on their partners with seaports for trade purposes. If the land-locked countries engage in liberalization, both financial and otherwise, but the neighboring seaport country does not, liberalization may not impact growth significantly. Needless to say, financial development must be part and parcel of a more comprehensive development package that targets all aspects of economic growth.
The results indicate that it is important to control for financial repression when looking at the relationship between financial development and growth. Traditionally financial repression is measured through the use of real interest rates. An innovative measure of financial repression (FR) combines the use of the ratio of currency outside banks to currency inside banks relative to GDP. In economies where there is a low level of financial sector liberalization, the ratio becomes particularly illuminative. The results show that countries with low levels of FR relative to the average are higher growth economies. In the African sub-sample of countries, FR is significantly negative in relation to economic growth. Surprisingly the results for all the financial development proxies seem to indicate that financial sector development has not been very important in explaining Latin American growth.
Further work needs to be done to identify a more complete measure of financial development. An ideal measure would encompass deregulation of the financial sector, size of the financial sector, and stock market development.
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Appendix: t-statistics in parentheses are White"s heteroskedasticity-consistent t-statistics. **t statistics significant at 1% * t-statistics significant at 5% The dependent variable is the growth rate of real GDP per capita GDP(-1) is the initial level of real GDP RI is real interest rates calculated according to the Fisher Identity CB is the ratio of currency outside the banking sector to GDP (both numerator and denominator are in nominal values) INF is the annual rate of increase in the GDP deflator OPEN is the sum of lines 78bed and 78 bid from the IMF"s IFS database DM is the dummy variable for excess money growth (measured as annual rates of growth of 10% or more) Ho: CB is significantly and negatively related to growth in eqs. 1, 1b, 2, and 2b. Ho: CB is significantly and positively related to growth in eqs. 3, 3b, 4 and 4b. Ho: RI is significantly and negatively related to growth in equations 1, 1b, 2, and 2b. Ho: RI is significantly and positively related to growth in equations 3, 3b, 4 and 4b.
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